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Probably the most important single 
postwar economic phenomenon has been 
the growth in global interdependence. 
Economic power —once concentrated in 
the United States almost to the point of 
dominance —is today widely diffused and 
widely shared. During the 1970s, the 
share of U.S. GNP devoted to interna- 
tional trade rose dramatically. Our ex- 
ports and imports were about 11% of 
GNP in 1970 and over 22% of GNP in 
1979. Before World War II they were 
less than 5%. Similarly the importance 
of trade —especially trade in oil —has 
rapidly increased in other OECD 
[Organization for Economic Cooperation 
and Development] countries and in the 
developing world. 

As we all know, increasing interna- 
tional trade enhances economic prosper- 
ity through greater specialization and 
economies of scale. International com- 
petition spurs efficiency and retards in- 
flation. Interdependence also makes 
cooperation essential. In an interdepend- 
ent world the domestic economic policies 
of one country can create important 
benefits or pose major difficulties for its 
trading partners. Moreover, many 
economic problems, such as energy, food 
security, population pressure, and finan- 
cial stability are truly global in 
character. Only in cooperation with 
others can they be effectively tackled. 
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Let me illustrate my theme of in- 
terdependence by sketching out some of 
the impacts on the world economy of the 
substantial increase in oil prices in 1979. 
I will then concentrate on the five major 
economic challenges which we now 
face -stagflation, energy security, finan- 
cial stability, structural adjustment, and 
population growth. In each of these 
problems the fact of interdependence is 
key. 


Interdependence Illustrated 


The more than doubling of OPEC 
[Organization of Petroleum Exporting 
Countries] oil prices in less than 15 
months markedly shifted the real terms 
of trade between oil producers and the 
rest of the world. In effect, a massive 
new excise tax, the incidence of which 
depended on patterns of consumption of 
imported oil, was levied on the world. 

The primary impact on oil importers 
was twofold. First, a sharp increase in 
energy prices that ran through the 
system from crude oil to alternate fuels 
to textiles made from feedstocks, etc. In 
short, a major additional inflationary 
shock was administered to the world 
economy. Second, the tax impact was a 
significant depressant on growth as real 
aggregate demand decreased in import- 
ing countries. 

The oil shock was even more 
devastating to the poorer countries 
where the ability to adjust is so much 
less. Oil-importing developing countries 
suffered growth retardation and direct 
inflation. They suffered again when their 
imports of industrial and investment 
goods from us and other developed 


countries increased in price and when 
demand for their exports to the richer 
countries dropped off as growth slowed 
in their principal markets. Developing 
nations were left facing higher import 
prices with lower export earnings and 
little room for adjustment. This was bad 
enough, but their problems did not end 
there. 

As the economic situation worsened 
in the developed countries, declining in- 
dustries clamored for protection. 
Already facing quota restraints 
throughout the developed world on 
labor-intensive imports such as shoes 
and textiles, wealthier, less developed 
countries (LDCs) like Brazil, Mexico, 
India, and Korea, saw a new wave of 
protectionism in Europe and North 
America begin to extend to other in- 
dustries -steel, electronics, and perhaps 
autos as well. 

At the same time, the poorer 
LDCs - those with fewer possibilities of 
earning their way by exporting - 
discovered that Western governments 
and legislatures - trying to reduce infla- 
tion by cutting budget deficits - often 
saw foreign aid as a prime target. If 
governments did not focus on foreign 
aid, legislatures, including the U.S. Con- 
gress, certainly did. Thus, at a time 
when the developing countries most 
need help to increase their agricultural 


output and to develop alternative energy 


resources and thereby reduce their 
burgeoning import bills, the growth of 
foreign assistance has slowed. Less aid 
means reduced opportunities for the 
developing countries to earn their way. 
In turn our exports - increasingly impor- 
tant for our economic health since today 
one out of six U.S. jobs is export 
related -face slowing demand in what 
recently has been our fastest growing 
export market, the developing country 
market. Moreover, these examples are 
only some of the perverse effects flow- 
ing from the oil shock on the stability of 
the world trade and financial system. 
What policy conclusions should we 
draw from these developments? As I see 
it, the oil shock heightens the criticality 
of dealing with five major world-level 
economic challenges, each of which 
would have existed anyway but general- 
ly in less acute form. In each case the 
challenge is rooted in interdependence. 
In each case I believe the key to rational 


responses is closer international coopera- 


tion. These five challenges are: 


First, to fight the new phenomenon 
of stagflation, the industrial countries 
need to employ a combination of 
demand-restraint and supply-side 
measures to improve productivity, bring 
down inflation, and restore growth. The 
markets for foreign exchange and 
traded goods transmit economic effects 
from one economy to another. Com- 
patibility among national economic 
policies —achieved through close coopera- 
tion —is thus essential. 


Second, the constraints on world 
economic growth imposed by rising oil 
prices and limited supplies of energy 
must be loosened. To do this will require 
national and cooperative international 
policies to increase energy availability 
and reduce energy demand. 


Third, increased interdependence 
has generated an enormous expansion in 
the volume of international financial 
transactions. While the private markets 
thus far have been able to handle the 
bulk of this financing, governments 
must work to strengthen the Bretton 
Woods institutions which mobilize 
resources and help maintain confidence. 
Otherwise the so-called recycling prob- 
lem could imperil the functioning of an 
increasingly fragile world financial 
system. 


Fourth, difficult structural ad- 
justments are necessary because of 
changing international patterns of 
specialization. Protectionist policies, if 
widely adopted, would severely damage 
the open trading system that con- 
tributed so importantly to historically 
unparalleled growth in the 1950s and 
1960s. Structural adjustment and 
adherence to free-market principles —in 
cooperation with partners who also ad- 
just and keep their markets open — 
should facilitate increased prosperity in 
the future. 


Fifth, world population is growing 
at about 1.7% per annum, but it is grow- 
ing unevenly. While the developed coun- 
tries have near-zero growth, the devel- 
oping regions show rates of 2-3%, and 
thus anticipate a doubling of their popu- 
lations in the next 25-35 years. It is no 
coincidence that El Salvador, the coun- 
try with the highest population density 
in Latin America, is beset by revolu- 
tionary conflict. If potential population 
explosions are not contained, we and our 
children will live in a world of countless 
E] Salvadors. 


Fighting Stagflation 


It has been said that if you examine 
disaster reports, economic or otherwise, 
there are almost always two factors at 
work - bad judgment and bad luck. 
Regardless of how the current economic 
situation developed, the new Administra- 
tion took office facing, as President 
Reagan put it, “the worst economic mess 
since the great depression.” Our recent 
economic experience has been a dreary 
concatenation of sluggish growth, high 
unemployment, persistent inflation, 
unstable financial markets with widely 
fluctuating interest rates, acute distress 
in several key industries, and declining 
productivity. 

The Administration is attempting: to 
reinvigorate the economy with a far- 
reaching program of monetary and fiscal 
restraint and policies intended to release 
the inherent vigor of the private sector. 
The President’s program would 
stimulate growth by cutting government 
spending and using tax cuts to induce 
private sector saving and productive in- 
vestment. Reducing the role of govern- 
ment in capital markets and the burden 
of government regulation should further 
improve the possibilities for private in- 
vestment. While other governments may 
apply a different mix of policies, depend- 
ing on the structure of their economies 
and the tools available, the objectives we 
all share are more savings and real in- 
vestment, a better balance between 
growth and inflation, and a revival of 
productivity growth. 

As we go forward, we and our part- 
ners need to keep in mind both the 
positive and negative effects of in- 
terdependence. Early in the last decade, 
the simultaneous and sustained growth 
of the developed economies created 
severe supply bottlenecks, leading to 
some skyrocketing commodity prices. 
After a cooling-off period, in 1977-78 
the United States got out in front in 
economic expansion thereby providing 
growth stimulus and an excellent export 
market for our trading partners. Our 
trade deficit surged to almost $29 billion 
(f.0.b. basis) in 1978. Then as expansion 
picked up in Europe, we earned a large 
bilateral surplus, which helps to offset 
our continuing deficits with Japan. 

Currently, a number of our Euro- 
pean friends - whose exchange rates are 
under some pressure from a relatively 
strong dollar -are nervous about the 
high level of U.S. interest rates. They 
could offset this by hiking their own 
rates, but in many cases, with their 
economies already suffering from high 
unemployment, they are reluctant to 
move monetary policy in a depressive 
direction. 


As we have noted, interdependence 
does not just work one way ~-from the 
United States to others. Nor does this 
dynamic interplay among economies 
mean that countries should follow inden- 
tical economic strategies. What it does 
mean is that our respective economic 
policymakers should remain in close con- 
sultation. The process of continuous ex- 
changes of view by telephone across the 
Atlantic and Pacific and to Ottawa be- 
tween central bank, treasury, and 
finance ministry officials; in Paris at the 
Organization for Economic Cooperation 
and Development; at the International 
Monetary Fund; and at the regularly 
scheduled summits of the industrialized 
democracies (President Reagan will at- 
tend the Ottawa summit in July), helps 
coordinate the economic policies of the 
major countries and assures that key 
policymakers are aware of the likely 
consequences of their actions on their 
partners. 


Energy Security 


As I noted earlier, OPEC price policy 
can have a devastating effect on world 
economic balance. Even worse, our un- 
due physical dependence on oil from the 
Middle East poses dangers for peace 
and Western political freedom of action. 
We, the Europeans, and the Japanese 
are not invulnerable to political 
blackmail. Recently we have seen how 
political disruption, revolution, and war 
in the Persian Gulf can threaten 
Western energy supplies. Clearly inter- 
national systems of adjustment and 
emergency preparedness need to be 
strengthened and improved. Viewing 
these vulnerabilities, Secretary Haig told 
the Senate Foreign Relations Committee 
that the industrial democracies “have 
not yet built an effective program for 
dealing with the energy crisis.” 

For the United States, protection 
against unforeseen crude oil shortfalls 
must begin with an effective strategic 
petroleum reserve (SPR). We anticipate 
that the SPR would be used in response 
to a major oil supply interruption and in 
the framework of a coordinated interna- 
tional response. 

But the SPR is not an all-purpose in- 
strument. It is not a price stabilization 
mechanism or a buffer stock to be used 
to intervene in markets. Distribution 
problems caused by small-scale, regional, 
or short-lived supply interruptions 
should be solved by the market using 
private stocks, demand restraint, and 
fuel switching. 


Building an effective SPR is impor- 
tant, but energy security is a global 
problem. U.S. demand restraint, stock 
drawdown, and fuel switching during a 
crisis will not moderate oil price in- 
creases or relieve physical scarcity 
unless other consuming nations take 
similar action. The West already has in 
place the emergency oil allocation 
system of the International Energy 
Agency (IEA) designed to counter a 
catastrophic shortfall -over 7% of com- 
bined IEA oil imports. 

But what should we do to meet 
smaller and more likely crude shortfalls, 
say on the order of 2%-4% that, as oc- 
curred during the Iranian revolution, 
also have the potential to lead to sharp 
price hikes? One answer may lie in the 
collective IEA response to the oil supply 
disruption caused by the Iran-Iraq con- 
flict. In that case, IEA members agreed 
to informal cooperative measures to 
draw down stocks, restrain demand, and 
share available supplies. We can build on 
this and earlier experiences to fashion 
contingency measures fcr less than 
catastrophic crude supply interruptions. 
Such measures can help to stabilize and 
calm oil markets and prevent unjustified 
(and long-lasting) crude oil price in- 
creases. 

IEA members are reviewing stock 
management and consultation policies to 
see whether improvements can be made. 
For example, it might be advantageous 
if all IEA nations increased private 
stock levels beyond the current required 
minimum of 90 days of imports. Yet, the 
use of public and private stocks is a 
limited weapon against supply disrup- 
tions of long duration. Coordinated 
efforts to restrain demand are also in- 
dispensable. IEA members should ex- 
amine the possible use of domestic policy 
measures such as disruption fees or 
taxes and other market-based restraint 
measures which could contribute to a 
cooperative effort. 

We have, however, too long concen- 
trated on demand-side responses to 
disruptions. The supply side offers prom- 
ising opportunities as well. Surge capaci- 
ty for petroleum and natural gas and ex- 
panded storage for such fuels as natural 
gas would improve energy security. 
Long-term efforts to develop new 
sources of conventional and nonconven- 
tional energy at home and abroad are 
essential. 

Here the record is good and improv- 
ing. U.S. energy production is up; coal 
output quite substantially. Price decon- 
trol will stimulate marginal oil and gas 
development and justify more use of 
secondary and tertiary recovery tech- 
niques. Accelerated leasing of Federal 


lands will also provide scope for signifi- 
cant production increases. Investment in 
synthetic-fuel technologies is increasing 
and some exciting concepts are being ex- 
plored. We need to accelerate the 
development of nuclear energy by 
streamlining licensing procedures, by 
creating a climate of political support for 
nuclear energy, and by fostering ap- 
propriate marginal cost pricing for elec- 
tricity. We also need to reduce rapidly 
all supply-side constraints -for example, 
port and rail congestion —on coal utiliza- 
tion. 

Even a cursory review of efforts to 
enhance conventional energy supplies 
cannot ignore the international invest- 
ment environment. The sad fact is that 
some of the most promising conventional 
energy sources are not being developed 
as they should be. 


Elsewhere, as in our neighbor to the 
north, discriminatory investment 
policies, which favor domestic over 
foreign companies, risk reducing 
substantially the optimal development of 
energy capacity. We need to remind 
others that foreign companies do not 
foster economic dependency. Rather, 
capital willing to bear the risks of ex- 
ploration and development, regardless of 
its national origin, must be harnessed 
for the well-being of all concerned. Un- 
fortunately, in many developing coun- 
tries political considerations stressing 
local control of resource development 
have precluded investment by foreign 
companies which have the necessary ex- 
pertise and capital. We need to examine 
ways to overcome such political barriers, 
perhaps by fostering the mutually ad- 
vantageous cooperation of oil companies, 
national governments, private banks, 
and multilateral lending institutions. In 
Washington we are examining whether 
proposals such as increasing the already 
large World Bank energy development 
program make sense. 

We need also to recognize the im- 
pediment to energy resource develop- 
ment, especially in developing countries, 
which results from incompatibilities be- 
tween fiscal regimes here and abroad. 
Creative ideas to reconcile differences in 
granting tax credits must be developed. 

We have a long road ahead. The 
risks of another oil shock are real. 
Together with industry and our Western 
partners, however, we can design an in- 
ternational energy policy that is resilient 
and effective and build the framework of 
energy security that is needed to insure 
sustained economic growth at home and 
abroad. 


Financial Stability 


The 1979-80 oil price increase as in 
1973-74 presented the world with an 
enormous balance-of-payments problem. 
But this time the starting situation — 
judged in terms of the overall LDC debt 
position and developed-country bank 
asset-liability ratios —is not nearly so 
good. The total OECD current-account 
balance swung from a 1978 surplus of $9 
billion to a 1980 deficit of about $74 
billion. The LDC current account shifted 
from a $380.5-billion deficit to a 
$62-billion deficit in 1980. OPEC’s cur- 
rent account switched from a $5 billion 
surplus in 1978 to a $120 billion surplus 
in 1980. Balance-of-payments adjust- 
ments required by this second oil shock 
are likely to be slower than in the 1970s, 
especially for developing countries 
whose growth and development goals 
are increasingly jeopardized. 

The major industrial countries 
should be able to cope without excessive 
difficulty. The largest deficits in 1980 
were in Germany and Japan, $13 and 
$17 billion respectively. These countries 
will be able to finance their deficits, but 
the side effects could be serious —slower 
growth along with intensified export 
competition to reduce the deficits. These 
circumstances exacerbate protectionist 
tendencies everywhere. 

The financing problems of the non- 
oi] developing countries are more 
difficult. Their collective current-account 
deficit roughly doubled from 1978 to 
1980, and it is unlikely that the recycling 
which occurred after the first oil shock 
in 1974 can be repeated as easily. 
Restrictive monetary policies and the 
resulting higher interest rates in 
developed countries have reduced the 
growth and increased the cost of inter- 
national liquidity on which borrowers de- 
pend. Furthermore, private banks are 
increasingly wary of the risks inherent 
in lending to developing countries. The 
result is a decline in the share of 
current-account deficits financed by 
private long-term flows, more recourse 
to short-term borrowing, and slower 
reserve accumulation. These methods of 
financing cannot be relied upon in the 
long run, however, and some developing 
countries already confront serious prob- 
lems. 


LDCs, facing increased competition 
for loanable funds from developed coun- 
tries, will have to pay higher interest 
rate spreads adding to their debt service 
burdens —already large in many cases. 
As the outlook worsens, private banks 
will insist that borrowing nations under- 
take difficult adjustment measures in 
order to return their current-account 
deficits to sustainable levels. 

The International Monetary Fund 
(IMF), because it requires that a country 
develop and implement an economic ad- 


justment program as a condition to 


granting access to its extensive 
resources, has a major role to play in 
facilitating adjustment. The IMF has 
been adapting its own policies to cope 
with the more difficult global financial 
situation. In the past, countries have 
been reluctant to ask for IMF assistance 
until their difficulties were almost 
beyond help. The Fund has recently in- 
creased the potential size of its loans to 
respond to larger financing needs and 
lengthened its terms to meeting coun- 
tries’ political requirements for more 
gradual adjustment. Traditional demand 
management tools such as reducing 
fiscal and current-account deficits and 
tightening the money supply are still im- 
portant to the IMF, but increasingly the 
Fund is turning to longer term supply- 
side oriented programs. 

To finance Fund programs, IMF 
members have doubled their 
quotas —adding both to the Fund’s 
resources and to members’ borrowing 
rights. The IMF is currently evaluating 
the merits of borrowing in the private 
markets. The success of: this approach, 
however, depends on continued coopera- 
tion among the developed countries and 
others in strong economic or surplus 
positions. The IMF provides a 
mechanism for this cooperation as 
evidenced by the recent Fund negotia- 
tion with Saudi Arabia for a quota in- 
crease. The negotiations yielded for the 
Fund, inter alia, a $5-billion line of 
credit from Saudi Arabia in each of the 
next 2 years. 

The future scope for prudent bank 
lending is heavily dependent on world 
trade growth and on developing coun- 
tries’ ability to participate in the expan- 
sion. With increased exports developing 
countries can earn the foreign exchange 
necessary for debt service repayment 
and justify further borrowing for invest- 
ment purposes. Consequently, access to 
developed-country markets is critical for 
developing countries. Indeed, if their ex- 
port markets remain depressed or if pro- 
tectionism spreads, more and more 
developing countries will require debt 
rescheduling to avoid outright default. 


Adjustment and Trade Problems 


I have already noted that mounting 
structural difficulties in key industrial 
sectors have increased pressures for pro- 
tectionist measures in most developed 
countries. One motive is preservation of 
domestic jobs and minimization of the 
social costs of adjustment in declining in- 
dustries. 

But, at least in the United States, 
there is strong evidence that changes in 
consumer demand, differential produc- 
tivity gains and technological 
change - not imports - are by far more 
important explanations for employment 
declines in some industries. Further, 
trade protection is an expensive means 
of job preservation; the costs involved 
can be several times the wages of those 
workers whose jobs were actually lost. 
And protection is inflationary. President 
Reagan has, therefore, correctly resisted 
strong political pressure for quota pro- 
tection against Japanese autos. We hope 
Europe will do so as well. 

The case is different when unfair 
trade practices are involved. There is, 
however, a sharp difference between 
protecting firms from unfair competi- 
tion -such as we do with our recently 
revised trigger price mechanism aimed 
at steel producers who were dump- 
ing —and restricting imports when there 
has been no dumping and imports are 
not a significant cause of injury. Accord- 
ing to the U.S. International Trade 
Commission, restrictions on auto im- 
ports from Japan are unjustified for just 
these reasons. In order to maintain an 
open trading system and the substantial 
benefits it offers all countries, we and 
others must practice self-restraint, not 
only in opposing protectionism but also 
in avoiding measures that artificially 
subsidize exports. The Administration 
will be vigorous in the defense of free- 
market principles at home and will de- 
mand equal vigilance from our trading 
partners. 

The long-run solution to problems of 
trade and adjustment lies with our own 
domestic economic policies. Some of our 
industrial problems are being caused by 
the pervasive stagflation of the past few 
years which has fostered low real] invest- 
ment and high unit labor costs. To the 
extent that these problems are related 
to macroeconomic factors, we can all 
hope that the recently announced 
economic policy shifts will be efficacious 
and will provide industry with the 
necessary boost. 


On the other hand, insofar as struc- 
tural problems are the result of perma- 
nent shifts in comparative advantage or 
the failure to diagnose the market effec- 
tively, our efforts should not be aimed at 
providing crutches - assistance which | 
often becomes permanent and, in the 
long-run, industrially debilitating. 
Rather, we should look ahead to new 
products and product lines. Instead of 
pouring resources into yesterday’s in- 
dustries, let us anticipate tomorrow's de- 
mand and put American ingenuity to 
work. 

This may well mean greater expend- 
iture on research and development as 
well as more aggressive sales strategies. 
It may require more cooperative ar- 
rangements with workers, forebearance 
from equity holders, and supply-side in- 
terventions by government. It will also 
mean continuing work with our partners 
to keep markets open to international 
trade. This Administration is committed 
to that kind of program. We are acting 
on taxes, on depreciation rules, and on 
deregulation. These are positive, 
forward-looking actions. Much depends, 
however, on positive export efforts from 
American industry. 


Population 


A sociologist, on noting a very long line 
for a movie, commented “There you see 
the need for reducing the population.” 
“Oh, no,” responded his economist com- 
panion, “you just need to build a second 
cinema.” This difference of approach lies 
at the center of discussions on popula- 
tion growth. Take Mexico, our near 
neighbor: the population is now around 
68 million. As recently as 1960 it was 
only half that size. This means that, 
merely to maintain their low standard of 
living, for every school, road, hospital, 
and house existing in 1960, another 
must have been built. 

This is the burden that the develop- 
ing countries bear. Investment in human 
capital competes with investment in pro- 
ductive capital. While family planning 
can assist couples to produce just the 
number of children they desire, it is only 
as the economic structure changes that 
the preferred family size will decline. 
This requires a long-term effort. But it 
can happen. In one developing country 
after another, the completed family size 
is falling —in Mexico, among others. But 
while the rate of growth has slowed it is 
still a positive rate and the flow into the 
overcrowded cities gives unreal 
estimates of, say, a Mexico City of 31 
million in the year 2000. 


The United States has been a leader 
in responding to requests for the 
developing countries for development 
projects linked to family planning 
assistance. To ease off in these efforts 
would merely increase the burden for 
the next generations —here and there. 


Conclusion 


Years ago, there was a saying that when 
the United States caught a cold, the 
world got pneumonia. Over the years, 
this linkage crossed many borders. 
Developing countries still use the 
analogy to describe their relations with 
the developed countries. Yet the truth of 
the matter is that no nation, not even 
the United States, is totally immune 
from economic illnesses transmitted 
among nations. 


As I have pointed out, recent energy 
problems have served to highlight some 
of our structural problems and to ex- 
acerbate them. The nature of these 
problems is such that the United States 
can’t solve them alone. Still it is within 
our power to work responsibly with 
others to find cooperative solutions. This 
is America’s interest in a complex in- 
terdependent world. @ 
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